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Setting a new benchmark

Libor transition

Financial benchmarks are the markets’ yardsticks. They 
help participants set prices and calculate costs and 
returns. For example, for nearly 50 years it has been 

assumed that benchmark interbank offered rates such as 
Libor (the London Interbank Offered Rate) are very close 
to the rates at which banks raise short-term funding. 
That assumption was badly rattled when the Libor-rigging 
scandal erupted in 2012. Barclays was the first bank to 
admit that it had rigged the numbers. 

Libor originated in the late 1960s alongside the syndicated 
loan market. Banks borrow short and lend long, so knowing 
the average cost of short-term wholesale funding for 
specific tenors and currencies helps them manage their 
asset/liability risk. The Libor rate was for a long time a good 
match for their marginal funding costs.

Libor is used globally as a benchmark in the documentation 
of derivatives, bonds and loans, as well as in consumer 
credit, such as mortgages and student loans. That is 
because Libor is a transparent, forward-looking term rate: 
when people sign up to a debt facility that references Libor, 
they know what they will have to pay when the money falls 
due. The markets also reference Libor with regard to central 
bank rates, liquidity premiums in the money markets and, 
when things go south, to gauge bank health. 

Around $400tn was referenced against Libor rates in mid-
2018, according to the Bank for International Settlements 
(Schrimpf A and Sushko V (2019), ‘Beyond Libor: a primer 
on the new benchmark rates’. BIS Quarterly Review, March). 
But, at the same time, as Andrew Bailey, chief executive 
of the Financial Conduct Authority (FCA), has pointed out: 
“The market for term unsecured wholesale borrowing in 
amounts over £10m (or equivalent in other currencies) – the 
market which Libor seeks to measure – is very thin.”

That thin market is one reason why traders and other bank 
workers were able to collude to improve their trading 
returns by quoting dishonest estimates of interbank lending 
costs. That had been going on even before the 2007-08 
financial crisis but, during that time, the fact that Libor is 
based on the average of estimates submitted by a panel of 
banks, rather than actual trades, allowed banks to disguise 
liquidity problems by lowballing the Libor numbers. 

The admission of widespread manipulation, however, was 
not what made Libor untenable. It was merely “the last 

straw” for a system that was already clearly flawed, says 
Nitish Idnani, New York-based principal in risk and financial 
advisory at Deloitte, the professional services firm. “Even 
before those issues became public, there was very much 
a recognition that there should be a better way,” he says, 
noting that benchmarks need liquidity to be respected.

Regulators have responded by putting their weight 
behind replacing Libor with a system based on actual deals. 
The International Organisation of Securities Commissions’ 
(IOSCO) principles of 2011 called for benchmarks to 
be “anchored in an active market having observable, 
bona-fide, arm’s-length transactions”. In line with that, 
eurozone member states set out to reform the euro’s own 

Euro Interbank Offered Rate (Euribor) to make it more 
credible – particularly as it emerged that Euribor had also 
been rigged at times. But Euribor’s administrator, the 
European Money Markets Institute – having concluded 
that “current regulatory requirements and a negative rate 
interest environment” make moving to the IOSCO approach 
unfeasible – has settled on a “hybrid” model, at least 
for now.  

Regulators cannot mandate the benchmarks used by 
counterparties, but they envisage that sterling Libor could 
be replaced by Sonia (the Sterling Overnight Interbank 
Average Rate, which has been around since 1997), 
compounded “in arrears”. In arrears means that the rate 
paid on a loan will be based on the average at the end of 
the interest period. Libor usually uses the average rate “in 
advance” of an interest period. This is possible because 
Libor captures the marginal term funding costs of banks 
and because complex cash and derivatives markets have 
grown up around it. 

The issue for markets is that it would be much easier to 
move from Libor to Sonia if there were cash-flow certainty 
for loan and mortgage markets and for small and medium-
sized company borrowers: ie a term rate. The BIS has
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argued that “there is a possibility that, under the new 
normal, multiple rates may co-exist, fulfilling different 
purposes and market needs”.

The FCA will not formally regulate Libor out of existence, 
but, by the end of 2021, it will stop compelling banks to 
submit Libor rates, and experts warn that it could do this 
earlier in the year. This move will probably sound the death 
knell for Libor. Eurozone states are more prescriptive about 
the Euro Overnight Index Average (Eonia): it will no longer 
be valid in new contracts from the end of 2021. 

There have been some encouraging milestones in the 
transition journey. NatWest, part of Royal Bank of Scotland, 
announced its first Sonia-based loan to a corporate 
customer, National Express, in July. But that is a new facility, 
with new documents. It gets trickier when participants 
must agree to a change. In June 2019, Associated British 
Ports announced a successful “consent solicitation” of 
the holders of one of its bonds for a transition out of 
Libor. Transition by various wholesale financial markets, 
encompassing parties as diverse as derivatives traders, 
pension funds and commercial lenders, has been slow. 

Michael Huertas, co-head of the financial institutions 
regulatory practice group at Dentons, the law firm, in 
Frankfurt, argues that the race to embed new benchmarks 
for different currencies “is more Benny Hill than the 
Olympics”, recalling the erstwhile British TV comedy 
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show with characters running about chaotically. “Things 
could potentially be more orchestrated.” Many analysts 
say sterling is furthest advanced in moving to a new 
benchmark, with the euro furthest behind. Huertas 
attributes this partly to the ease in securing agreement on 
change in a single country as opposed to 19 states. 

When it comes to specific products, analysts say that the 
commercial loans market is a laggard. “The vast majority of 
loan borrowers, particularly SME borrowers, are likely to be 
unwilling to move until term rates have been established,” 
thinks Richard Fletcher, finance partner at Macfarlanes, 
the law firm, in London. Meanwhile, at law firm Baker 
McKenzie in London, Nick Tostivin, head of the firm’s 
banking and finance practice group, which regularly advises 
on documentation for loans in sterling, dollars and euros, 
says: “A sufficient number of the herd have to go to the 
new rates for them to have momentum.” He does detect 
“green shoots”, but he also judges that the herd has not 
yet moved. 

The herd point can be made more generally. Idnani talks of 
“a tipping point”, at which liquidity in products based on 
the new benchmarks begins to beget its own liquidity. What 
happens if this point is not reached in time?

“It’s a massive challenge to transition everything across 
by the end of 2021,” says Serge Gwynne, partner of 
Oliver Wyman, the consulting firm, in London. “There are 
question marks as to whether that is feasible or not. If the 
market hasn’t moved, I can’t imagine regulators allowing it 
to be switched off, with the systemic risk that would cause. 
But if they gave any hint now that it could be delayed, 
everyone would just down tools, and say: ‘We don’t really 
need to move away from the old benchmarks’.”   
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